Tracking Health Care Costs
Disparate data sources all point in the same direction: sharp declines in the rate of growth of health cure costs since 1990.
B Y P A U L B . G I N S B U R G A N D J E R E M Y D . P I C K R E I G N R
A T E S O F I NC RE ASE I N health care co sts have fallen throughout the 1990s. Those supporting the movement toward competition and managed care find the recent trends encouraging. Those opposing this direction are more likely to express skepticism about the magnitude and permanence of the slowing of cost increases than to challenge inferences about causation.
Understanding cost trends and their relevance to policy is difficult for two reasons. First, information on trends comes from a number of sources that do not always tell a consistent story, especially regarding shortrun changes. Second, the relevant measure of cost depends on what question is being asked. Data often must be adjusted to accurately answer a particular policy question. Different questions often call for different adjustments. ' This paper has two objectives. One is to serve as a primer on the types of data available to study cost trends and their relevance for addressing health policy questions. The other is to discuss the most recent data availablethrough 1995-and draw conclusions about trends in costs. Note that the term costs refers to resources that are devoted to the delivery of health services, which is not always the same as what various parties pay for these services.
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POLICY QUESTIONS
One key question concerns the degree of progress in controlling costs. To address this, it is important to separate out changes that result from factors other than cost control efforts. Thus, adjustment should be made for general inflation and changes in the population served.
For other policy questions, such as how to finance Medicare in the twenty-first century, researchers should not adjust for demographic trends. Similarly, data from employer surveys on changes in premiums for standardized health plans are more valuable for this question than are data on what employers spend in the aggregate on health benefits. The latter data reflect employers' decisions about whether to provide benefits to retirees and the share of coverage paid for by employers, as well as the effectiveness of efforts to control the costs of (as opposed to employers' commitments to fund) health care.
Arithmetic adjustments often make cost data more appropriate to the policy question at hand but may not be adequate to draw conclusions about success in cost control. Some factors that affect costs do not have a simple enough relationship to costs to incorporate them through an arithmetic adjustment. For example, personal income affects the demand for medical services, but adjustments for changes in personal income-to better isolate the effects of cost control efforts-are best made through a regression model. Other factors, such as new medical technology, are difficult to adjust for because of lack of data.
Interest in assessing the effectiveness of cost control efforts often leads to examination of the components of health care costs. For example, distinguishing between trends in prices paid for health services and trends in the quantity and mix of services delivered per person may be instructive for both predicting whether trends will continue and assessing the overall social implications of the change.
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Changes in the mix of health services also may have implications for questions about the effectiveness of cost control efforts, although these are not straightforward. 4 Regions differ in both state health policies and market developments. Although researchers often are appropriately reluctant to draw conclusions about the factors causing regional differences in trends without a full multivariate analysis, policy advocates are not as inhibited.
These differences can be significant. The Foster Higgins survey, which emphasizes the costs of the average plan, estimated for 1995 a decrease of 1.2 percent in costs per active employee. 5 Using their published data, we calculated the change in premium for a standardized health plan as an increase of 0.7 percent.
Some of the most difficult cost data issues arise from surveys of employers that provide health insurance. These surveys collect data on premiums, which can be used as a proxy for costs. Such surveys show a rapid shift in the mix of health plans away from traditional fee-for-service plans toward managed care plans, usually categorized as health maintenance organizations (HMOs), preferred provider organizations (PPOs), and point-ofservice plans. These four types of plans have different premium and benefit structures.
"Should reductions in premiums
that come from shifts among plan types be viewed us evidence of cost control?"
SOURCES OF DATA
Three types of data are used to develop cost trends: (1) data on revenues or costs from health care providers; (2) data on claims incurred from insurers; and (3) data on premiums paid from employers. E ach type has significant strengths and weaknesses. Incorporating more than one type of data can be useful in assessing cost trends.
n STRENGTHS AND WEAKNESSES. Ideally, data should be timely, cover the entire population, reflect resou rces used in providing services, and provide insight into the performance of different types of health plans.
Data from providers score Should reductions in premiums that come from shifts among plan types be viewed as evidence of cost control? This depends on the consumer's view of the shifts. If relative premiums are held constant and the consumer views enrollment in a managed care plan as equally desirable as enrollment in a fee-forservice plan, then the lower premiums obtained through switching plans should be counted as a cost reduction. But if consumers view managed care less favorably, then the savings in premiums would overstate the success in cost containment. Thus, the trend in the average premium paid for all plans is likely to overstate the degree of success in cost control, while the trend in a fixed-weight index of premium changes by type of health plan likely does the opposite.
well on a number of these dimensions. They tend to be the most timely. Providers incur costs before claims are processed, which in turn happens before premiums for the next period are determined. Data from providers cover the entire population, including the uninsured. The limitation of these data is that few good data exist for some categories of providers, and they are more likely to cover revenues than costs.
Claims data from insurers have the advantage of completeness concerning spending on covered services. The information available on the billed or allowed charge for a service enables the separation of expenditures into price and quantity components. However, it is difficult to obtain or combine data from many insurers, and managed care plans often do not have encounter data that can be combined with claims data. Data on premiums from employers offer researchers the advantage of being able to track trends by type of health plan. These data are not as timely as they appear, however, because premiums must be set months in advance, are based on claims experience, and generally stay in effect for a whole year. Premiums for 1995 may have been set in late summer 1994 by using projections based on claims data from the first half of that year. This extensive time lag gives rise to the underwriting cycle, which further detracts from the ability to reflect trends in costs. Also, the population covered is not representative, because these data exclude persons covered by Medicare, Medicaid, and individual insurance and persons who are uninsured. Another problem with employer data that affects insurer data as well is that changes in the benefit structure are costly to capture and thus are often omitted.
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Trend data should be adjusted for changes in the mix of active versus retired employees and changes in the mix of single and family coverage. Data on premiums for family coverage also should be adjusted for changes in the number of covered lives per policy, although this is usually not possible. Also, adjusting for the rate of duplicate coverage usually is not possible. Trend data should be for the total premium, rather than for the share paid by the employer. Note that these adjustments are oriented toward the question of effectiveness of cost control efforts.
n SOURCES OF COST DATA. This study synthesized information from five databases. Two obtain information from providers, two from employers, and one from both providers and insurers.
The best-known database is the National Health Accounts (NHA), which is prepared by the Health Care Financing Administration (HCFA) in the U.S. Department of Health and Human Services (DHHS). 6 The NHA obtains a two-way matrix of data from both providers and insurers. It draws information from a large number of sources and maintains high standards for analysis. It generally is recognized as the -gold standard" for studying cost trends and is used extensively by researchers and policy analysts. Data for calendar year 1994 were released in late spring 1996 and are incorporated into the analysis that follows.
A series that resembles the provider data in the NHA is Milliman and Robertson's Health Cost Index (HCI).
7 Data for the HCI are drawn from surveys of providers, some widely available, others proprietary. The data cover the major components of health spendinghospital, physician, and prescription drugbut not the minor components. They are collected monthly and published quarterly, with a lag of about three months. Regional breakdowns are developed. The series is designed to show the claims experience of traditional insurers, so it subtracts out Medicare spending from the provider data.
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Another source of provider data is the series known as Employment, Hours, and Earnings (EHE), which is published by the U.S. Department of Labor's Bureau of Labor Statistics (BLS). The EHE is based on a monthly survey of nonfarm establishments. The data are broken down by standard industrial classification (SIC) code, so that a series for production workers in health services establishments (SIC 8000) is available (referred to here as EHE-Health). These data are published monthly and have a very short time lag (less than two months). Although widely used, EHE-Health generally has been overlooked as an indicator of very recent trends in health care costs.
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Numerous annual surveys of employers are conducted by benefits consulting firms and accounting firms. These surveys include a great deal of information beyond the data on premiums that are discussed here. All of these surveys strive to maintain a core panel of respondents and induce participation by providing analyses of survey data to enable respondents to compare themselves with their peers. The surveys differ in important ways in how the data are gathered, how the questions are asked, and how the data are analyzed. These surveys are designed to meet the needs of employers, which often are trying to answer different questions, such as how health spending per active employee compares with One survey we used for this analysis, from KPMG Peat Marwick, is a stratified random sample of 1,037 firms with 200 or more employees. This is a panel survey, with attrited firms replaced by new firms in the same strata. Interviews are conducted by telephone. Responses are weighted by the number of employees so that the results describe premiums paid for the average employee rather than for the average firm. In 1993 and 1995 a companion survey of small firms was conducted by a team of outside researchers.
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Respondents were asked both the amount of premiums for single and family coverage for each of four types of health plans and the percentage change from the previous year. Peat Marwick staff believe that the latter provide a more reliable basis for cost trends because of better matching of health plans and the elimination of the effects of panel attrition. For self-insured plans, the premium information requested is the cost of Consolidated Omnibus Budget Reconciliation Act (COBRA) coverage.
11 Information on deductibles, coinsurance, and out-of-pocket maximums provides a basis for adjustments for changes in benefit structure, but Peat Marwick has not developed an actuarial model to do this.
Another survey we examine here, from the benefits consulting firm Hay-Huggins, draws a convenience sample of 1,008 firms, most of which have 200 or more employees. The sample comprises the firms clients and a random sample of outside firms to make the panel representative of the universe of firms with 200 or more employees. A mail survey is used, with heavy phone follow-up. As in the Peat Marwick survey, premiums for self-insured firms are represented by COBRA rates. Much effort goes into tracking changes in benefit structure and valuing them through actuarial algorithms. Summary plan descriptions are abstracted, and the abstracts are sent to respondents for annual updating. Hay-Huggins does not ask for changes in premiums, so we limited the sample analyzed to firms that reported premium data in each of the pair of years examined-a type of chain linking.
n ASSESSMENT OF DATA SOURCES. The NHA is the standard for tracking overall trends in costs, but each of the four other sources used in this analysis supplement the NHA in useful ways. The NHA data, also called national health expenditures data, cover the entire population, draw on the widest array of sources, and benefit from obtaining information from both providers and insurers. Both the Milliman and Robertson HCI and the BLS EHE-Health greatly reduce the data lag, although at the cost of some reliability. The employer surveys enable analysis of premium trends by type of health plan, which offers the potential for insight into the role played by the growth of managed care. The employer surveys also reduce data lag but by much less than it appears.
We assessed the HCI's usefulness by analyzing how well it predicts the NHA series. Based on our interest in health care costs for the entire health care system, we added Medicare spending into the HCI and refer to it as the "expanded" HCI, or EHCI. We then compared it with national health expenditures. Examining annual percentage changes from 1975 to 1994, we found that the mean annual percentage change of the EHCI was not significantly larger (10.3 versus 9.9) while the variance was significantly larger.
12 These results could reflect the EHCI's focus on a subset of health services-hospital, physician, and prescription drug-or the use of surveys that are less reliable. Performance in recent years has been better than the average for the entire period. Two consecutive years-1986 and 1987--were particularly problematic. If those two years are removed, the mean absolute difference between the two series is 1.8 percentage points, compared with 2.1 percentage points.
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We were able to adjust for the small difference in trends and mute the excess variation in the EHCI, to improve its ability to serve as a leading indicator of national health expenditures, through a regression model. 13 After adjustment based on these results, the mean absolute difference is further reduced to 0.6 percentage points. 
Downloaded from
The principal limitation of EHE-Health is the exclusion of nonlabor costs and fringe benefits. For hospital services, payroll accounts for 45 percent of costs. We conducted a similar analysis of how EHE-Health predicts national health expenditures. The mean annual percentage change was somewhat lower (9.4 versus 9.9) but neither the mean nor the variance was significantly different. Again, two consecutive years-1984 and 1985-were problematic. When they are removed, the mean absolute difference is 1.2 percentage points, compared with 1.4 percentage points. Adjustment based on a regression model did not improve the series' ability to serve as a proxy for national health expenditures.
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The data on premiums from the two employer surveys show the steepest decline in cost increases (Exhibit 2).
17 An important part of this difference may reflect timing. Recall that employer premiums lag provider revenues by more than one year. Shifting the employer series one year earlier leads to closer conformity with the HCI. 18 The underwriting cycle also may play a role in this pattern. If the slowing in costs in the early 1990s exceeded insurers' expectations, the decline in premiums would have lagged behind. The sharper decline in premiums in 1994 and 1995 may have reflected the belated recognition of the change in cost trends. Another factor might have been the increasing competitiveness in the insurance market.
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We chose the two employer surveys on the basis of their prior use by health services researchers and federal policy analysts. It is likely that these interactions have raised the usefulness of these surveys for our purposes. In addition, their questions on premiums appear to be more useful for this analysis than those on costs per employee that were used in the better-known Foster Higgins survey. The design of both surveys permitted us to standardize for enrollment mix of plans and mix of employee-only and family coverage and to focus on premiums for active employees enrolled in a plan. The ability to analyze changes in benefit structure with the Hay-Huggins data also made that survey attractive.
To assess the impact of the exclusion of small firms from these surveys, we compared the results of the companion survey of small firms with the companion Peat Marwick survey. Small firms experienced a higher rate of increase in premiums in 1993 and in 1995, although the pattern by size class was not consistent across those two years. Adjusting the data on premium increases for a standard health plan to apply to the universe of firms providing health insurance would increase the estimates in Exhibit 2 by only 0.4 percent for 1993 and 0.1 percent for 1995.
The Hay-Huggins convenience sample raises some concerns about representativeness. However, bias in estimating trends is likely to be limited by the fact that most firms in this size class use a benefits consultant. Also, the bias is likely to be stable over time.
RECENT COST TRENDS
Examining components of health care spending shows that prices have declined sharply, while quantity has not (Exhibit 3). But the price data are from components of the Consumer Price Index (CPI) that are known to be poor indicators of the often-discounted prices actually paid, so only limited credence should be given to this result. 20 Spending for each of the major components of health serv. ices declined during this period. Although they differ in timing, the data Components of EHE-Health also show insources used in this analysis, show a generally teresting patterns (Exhibit 4). Increases in consistent pattern-a dramatic slowing of both hours worked and average hourly wages cost increases that began in 1991 (Exhibits 1 in health ser vices establishments have and 2). Adjusting for general inflation sug-slowed, with the latter slowing more sharply. gests a somewhat slower deceleration in the Comparing average hourly wages in health rate of cost growth, since inflation dropped services with those in all industries shows a from 4.3 percent in 1990 to 2.5 percent in 1995, long-standing differential in the rate of inbut the deceleration remains substantial. hourly wages reflect skill mix as well as wage rates, the magnitude of this departure from the trend suggests that smaller wage increases may have played a larger role than a reduction in skill mix played. While not consistent from year to year, regions have distinct patterns in cost trends over a period of years. Both the HCI and the Peat Marwick survey show that cost increases in the West have been much lower than the national average since 1991. The former, which goes back further in time, shows this pattern during 1985-1991 as well, although the difference is smaller. The large population centers in the West tend to be known for more extensive managed care and a high degree of market competition; this pattern is consistent with a relationship between these factors and cost trends.
Premium increases slowed sharply in each type of plan (Exhibit 2). Applying results from the Hay-Huggins valuation model increases the effective difference between premium trends for fee-for-service and HMO plans. For firms in which the type of the dominant plan remained constant, fee-forservice plans had a slight decline in the value of the benefit structure-0.1 percent in 1994 and 0.2 percent in 1995. HMOs increased the value of benefits by 0.6 percent and 0.9 percent, respectively. Incorporating these adjustments, HMO premium increases for 1993-1995 are two perceritage points below those for fee-for-service plans when the Peat Marwick data are used, but are essentially the same when the Hay-Huggins data are used. Analysis of the Peat Marwick data shows that large firms have been somewhat more successful in holding premiums down than small-or medium-size firms have been. four-year period (1991) (1992) (1993) (1994) (1995) firms with 200-999 employees saw their premiums rise 6.8 percent per year, compared with 6.1 and 6.2 percent, respectively, for the two largest size categories (1,000-4,999 and 5,000 or more). A number of explanations are possible, ranging from more aggressive purchasing to changes in benefits structure within plan types. Among industries, service firms had the lowest rate of increase (5.8 percent), and financial firms had the highest (6.7 percent) during 1991-1995. Since the former have much lower premiums than the latter, this implies that differences in premiums are widening.
DISCUSSION
A variety of data sources all point to the conclusion that rates of increase in health care costs have fallen during the 1990s. A puzzling aspect of these results is that the decline in premium growth in fee-for-service plans was almost as large as that in managed care plans. Anecdotal information about steeper price discounts from providers, lower hospital admission rates and lengths-of-stay, and other changes in practice driven by managed care might explain the drop in premium growth in managed care but not in the fee-for-service sector. Arriving at an explanation for this could be important in framing expectations for future cost trends. Unfortunately, many of the possible explanations are speculative. Possible explanations can be organized on the basis of whether they might affect the quantity of health services or the price paid. On the quantity side, spillover in practice patterns from managed care to fee-for-service may be a factor. physicians follow in managed care and practice management tools provided to physicians by managed care plans may be applied to feefor-service patients as well. Another possible explanation is the incorporation of managed care techniques into traditional insurance plans. Anecdotal information suggests that tools such as preadmission certification, length-of-stay review, and highcost case management are increasingly common elements of traditional plans. Indeed, much discussion of the differences among insurance products appears to focus more on limitations in choice of provider than on the use of management techniques.
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On the price side, Medicare payment rates to hospitals and physicians have recently increased more rapidly than costs have. Hospitals' Medicare prospective payment system (PPS) operating margins increased from -1.1 percent in 1992 to 6.3 percent in 1995. 21 Medicare physician fee updates were particularly large in 1994 and 1995 because spending for physician services had been well below targets in 1992 and 1993, and the volume performance standards formula specified an update above increases in costs. Higher Medicare payment rates might have led to slower increases in charges to private patients. This "reverse cost shift" is frequently discussed but does not have a strong foundation in the research literature.
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A key question that we do not attempt to answer here is whether these lowered rates of increase in costs will persist, or whether rates will turn upward again. Also, if rates of increase do rise, will they remain well below the rates of the past? The answers to these questions depend to a large extent on how much health care systems have changed structurally and whether these changes will slow down or accelerate. Put differently, to what extent are we reaping one-time savings-particularly in prices-or are the reductions that we have seen only the prelude to changes that will be much more profound? If the question was how burdensome are increases in health care costs to public and private purchasers, then the numbers do not need adjustment. If the question concerns efficacy in cost control, then adjustments must be made for factors such as enrollment growth, types of services covered, and the lag structure of Medicare volume performance standards. These adjustments reduced the differential from eight percentage points to two percentage points. Often the terms costs and expenditures are used interchangeably. Conceptu ally, the primary interest is in costs. which reflect the resources devoted to health care that are not available to produce other goods and services. Practically, most available data reflect expenditures, or what is paid for health services by those who purchase them (or received by the providers of health services). Costs and expenditures differ when the payment is greater or less than the resources that go into providing the services. If a slowing of cost increases comes mainly from changes in prices paid for services, this scenario raises questions about the potential for continued reductions in the rate of cost growth. There is a limit to how far prices can decline before it becomes impossible to keep labor and capital producing those services. Economists also make a distinction between price changes, which reflect a redistribution of resources between buyers and sellers, and changes in the quantity of health services, which represent a net change in resources going to health care. 
